
MANAGEMENT'S DISCUSSION AND ANALYSIS, c.ontinued
Dollars in ..lIIions ucept per share amounts

This table sets forth the status and activity of this reserve
during that three-year period:

The remaining 1996 reserve of $97 was used during 1997­
As a result of the new initiatives arising from the merger with
PAC, net force changes during 1997 are not meaningful to the
restructuring reserve.

Acquisitions and Oispositions In addition to the items
discussed in Note 16 to the Financial Statements, S8C has
made seYef11 acquisitions and dispositions since 1995.

In 1995, SBC made the following acquisitions: a wireless
system serving Watertown, New York, and 100," of the stock of
Cross Country W"treless (CCW), a wireless cable television
operator providing service to 40,000 customers in Riverside,
Callfomia and with licenses to provide service in los Anples,
Orange County and San Diego. The CCW acquisition involved
the issuance of stock valued at approximately S120 and
assumption of $55 in debt Additionally, sse made the
following equity inwstments in 1995: a $317 investment to
acquire 40'" of VTR SA. (VTR), a privately owned Chilean
telecommunications holding company which was 51 '" owned
by Grupo Luksic (Luksic), a large Chilean conglomerate, and an
investment in a South African wireless company.

In 1996, SSC made the following additional investments: an
investment to maintain its indirect 10," ownership in a french
cellular company to offset dilution of its interest resulting from
other equity sales, and an increase in its holding in VTR to 49%
through the purchase of shares from another minority
shareholder. Also in 1996, SBC and the other RHCs reached an
agreement to sell Bellcore. This sale was finalized in 1997-

During 1997, SSC contributed its french cellular holdings
and an additional $240 to acquire a 15% interest in Cegetel,
SA, a newly formed company which is intended to provide a
broad base of telecommunications services throughout france.
Luksic exercised an option to purchase shares of VTR from S8C,
reducing sse's ownership to 44": in December 1997, VTR sold
its wireless services operations. sse also sold its interests in an
Australian directory publisher in 1997-

During the third quarter of 1997, SBC reached agreement
to sell its cable television properties in Montgomery County,
Maryland and Arlington, Virginia, as well as its purchase option
to invest in cable television operations in Chicago, Illinois.
These transactions are expected to close during 1998.

Throughout 1997 and in February 1998, S8C sold
portions of its Telmex Lshares so that S8C's total equity
investment remained below 10," of Telmex's total equity
capitalization.

service in certain markets, some of which are in the Telephone
Companies' reSUlated operating areas. Public communications
services such as public payphone services will also face
increased competition as a result of federal deregulation of the
payphone industry.

SBC is agressively representing its interests regarding
competition before federal and state regulatory bodies, courts,
Congress and state legislatures. SBC wiH continue to evaluate
the increasin&ly competitive nature of its business, and develop
appropriate competitive, legislative and~ry strategies.

l1&ternatitmtu Telmex was granted a concession in 1990,
which expired in August 1996, as the sole provider of long­
distance services in Mexico. In 1995, the Mexican Senate and
Chamber of Deputies passed legislation providing for the intro­
duction of competition into the Mexican long-distance marlcet.
This legislation specified that there would be an unlimited num­
ber of long-distance concessions and that Telm. was required
to provide 60 int8rconnedion points by January 1, 1997, and
more than 200 interconnection points by the year 2000.
Sewnllarge competitors have received licenses to compete
with Telmex and begun operations, including a joint venture
between AT&T and Alfa SA de e.V., a Mexican consortium,
and Avantel, SA, a joint venture between MO and Grupo
Financiero Banamex-Accival, Mexico's largest financial group.
Balloting for presubscription of long-distance service is
currently occurring among Telmex's customers in selected areas.
At the end of 1997, Telmex had retained about 75," of its long­
distance customers in areas that had completed baRoting.

OTHER BUSINESS MATTERS
Mercer Agreement On January 5, 1998, SSC and

Southern New England Telecommunications Corporation
(SNET) jointly aMounced a definitive agreement to merge an
SSC subsidiary with SNET, in a transaction in which each share
of SNET common stock will be exchanged for 1.7568 shares of
S8C common stock (equivalent to approximately 120 million
shares, or 6.5," of S8C's outstanding shares at December 31,
1997). After the merger, SNET will be a wholly-owned sub­
sidiary of SSe. The transaction is intended to be accounted for
as a pooling of interests and to be a tax-free reorganization.
The merger is subject to certain regulatory approvals as well as
approval by the shareowners of SNET at a special meeting
expected to be held on March 27, 1998. If approvals are grant­
ed, the transaction is expected to close by the end of 1998.

Restructuring Reserve In December 1993, PAC estab­
lished a reserve to record the incremental cost of force reduc­
tions associated with restructuring PAC's business processes, of
$1,431 in expenses, which impacted net income by $861. This
restructuring was expected to allow PacBell to eliminate approx­
imately 10,000 employee positions through 1997, net of
approximately 4,000 new positions expected to be created. For
the three-year period 1994 through 1996, net force reductions
totalled 9,168.
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Balance - beginning of year
Charges: cash outlays

non-cash
Balance - end of year

1'"
S 228

(195)
64

S 97

1995

$ 819
(372)
(219)

$ 228

1994

$1,097
(216)

(62)
$ 819



None of these transadions had a material effect on SSe's
financial results in 1997, 1996 or 1995. nor does management
expect them to have a material effect on SBe's financial
position or results of operations in 1998.

5tfalle&k: RulilP'ment In July 1995. SBC announced a
strateek realignment of fundions, and recopized $139 in sell­
into pneral and administrative expenses. These expenses include
postemployment benefits for approximately 2.400 employees
arisinc from the future consolidation of operations. streamlining
support and administratiYe functions and integrating financial
sysiems. Full implementation of the realignment had been
delayed due to the mercer with PAC, and the realignment plans
and all remaining liabilities were either integrated with or super­
seded by the post-merger initiatiYes. The charge reduced net
income for 1995 by approximately SS8.

LIQUIDITY AND CAPITAL RESOURCES
Capitlll Expenditures and Other Commitments To

provide hilh-quat~ communications services to its customers.
SBC, particularly its Iandline and wireless operations, must
make significant investments in property. plant and equipment
The amount of capital investment is influenced by demand for
services and products. continued growth and regulatory
commitments.
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SBC's capital expenditures totaled $5.766. $5,481 and
$4.338 for 1997, 1996 and 1995. The Telephone Companies'
capital expenditures increased 7'- in 1997 and 26,. in 1996
due priman1y to demand-related growth, network upgrades,
customer-contraded requirements, ISDN projects. PCS build­
out and SWBeU's regulatory commitments.

In 1998, management expects total capital spending to
decrease slightly from 1997, to between $5,500 and $5,700.
Capital expenditures in 1998 will relate primarily to the
continued evolution of the Telephone Companies' networks,
induding amounts agreed to under regulation plans at SWBeIl,
and continued build-out of Mobile Systems' markets and PBMS.
SBC expects to fund ongoing capital expenditures with cash
provided by operations.

SWBeIl continues to make additional network and
infrastructure improvements over periods ranging through 2001

to satisfy reJUlatory commitments. Total capital expenditures
under these commitments will vary based on actual demand of
potentiat end users. SWBeI anticipates spending approximately
$100 in 1998 associated with these commitments.

PacBell has purchase commitments ofapproximately S190
remaining in connection with its previously announced program
for deployi. an all-digital switching platform with ISDN and
SS-7 capabilities.

Over the next few years, SBC expects to incur significant
capital and software expenditures for customer number
portab~, which allows customers to switch to new local
competitors and keep the same phone number, and
interconnection. SBC experts capital costs and expenses
associated with customer number portability to total up to
$1.2 billion on a pre-tax basis OYer the next four years. Full
recovery of customer number portabil~ costs is required under
the Telecom Act; however, the FCC has not yet determined
when or how those significant costs will be recovered. SHC has
filed a tariff for recovery of these costs. No adlon has been
taken by the FCC on this tariff, pending the issuance of its
order on customer number portability. SBC is unable to predict
the Iikerlhood of the FCC permitting the tariffs to become
effective. Capital costs and expenses associated with
interconnection will vary based on the number ofcompetitors
seeking iMerconnedion, the particular markets entered and the
number of customers serwd by those competitors. Accordincfy,
SBC is currently unable to reasonably estimate the future costs
that will be incurred associated with interconnection.

SSC currently operates numerous date-sensitive computer
applications and systems throughout its business. As the
century change approaches. it wiN be essential for SBC to
ensure that these systems properly recognize the year 2000
and contirue to process critical operational and financial
information. SBC has established processes for evaluating and
managing the risks and costs associated with preparing its
systems and applications for the year 2000 change. Total
expenses for this projed have been estimated to be less than
$250 ewer the next three years. SHC expects to substantially
complete modifications and incur most of these costs during
1998 to allow for thorough testing before the year 2000.

Dividends Declared Dividends declared by the Board of
Directors ofSHC (Board) were $0.895 per share in 1997,
$0.86 per share in 1996, and $0.825 per share in 1995. These
per share amounts do not indude dividends declared and paid
by PAC prior to the merger. The total dividends paid by SBC
and PAC were $ 1,638 in 1997, $1 .680 in 1996 and $1,933 in
1995. Pursuant to the terms of the merger agreement. PAC
reduced its dividend beginning in the second quarter of 1996.
The lower second and third quarter dividends paid in 1996
improved 1996 cash flow by approximately $195. SBe's diyi­
dend porlCy considers both the expectations and requirements
of shareowners. internal requirements of SBC and fon,..term
growth opportunities. On January 30, 1998, the Board
declared a first quarter 1998 d"lVidend of $0.23375 per share.
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MANACEM ENT' S DIS CU SS ION AND ANALYSIS, c.ontinu ed
Dollars In llliliions except per shaN! amounts
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Cash. Unes af Credit and Cash Flows SBC had $398 of
cash and cash equivalents available at December 31, 1997.
Commercial paper borrowings as of December 31, 1997, totaled
S1,268. SBC has entered into agreements with several banks
for lines of credit totaling $2,475. all of which may be used to
support commercial paper borrowings (see Note 9 to the
Financial Statements). SBC had no borrowings outstanding
under these lines of credit as of December 31, 1997.

During 1997, as in 1996 and 1995, SBC's primary source
of funds continued to be cash generated from opet'ations, as
shown in the Consolidated Statements of Cash Flows. Net cash
pl'DYided by operating activities exceeded SBC's construction
and capital expenditures during 1997, as in 1996 and 1995:
this 8lCess is referred to as free cash flow, a supplemental
measure of liquidity. SBC generated free cash flow of S1,204,
S1,935 and $2,452 in 1997, 1996 and 1995.

During 1996 PAC issued $1 ,000 of TOPrS, $500 at
7.S6~ in January 1996 and S500 at 8.S~ in June 1996
(see Note 10 to the Financial Statements). The proceeds were
used to retire outstanding short-term debt, primarily
commercial paper that had increased significantly during 1995.

During 1997, 1996 and 1995, the Telephone Companies
refinanced long-term debt with an aggregate principal amount
of S964.

Total Capital SBC's total capital consists of debt (long­
term debt and debt maturing within one year), TOPrS and
shareowners' equity. Total capital increased S958 in 1997 and
$1 ,844 in 1996. The increase in 1997 was due to higher debt
Mis and 1997 earnings. The increase in 1996 was due to
PAC's increased financing requirements and the reinvestment of
earnings. partially offset by the acquisition of treasury shares.

Debt Ratio SBC's debt ratio was 56.2~, 55.5~ and
61.7~ at December 31, 1997, 1996 and 1995. The debt ratio
is affected by the same factors that affect total capital. For
1995, the decrease in equity caused by the discontinuance
of reptatory accounting increased the debt ratio by
13.2 percentage points.

Employee Sto<.k Ownership Plans See Note 13 to the
Financial Statements.



CONSOLIDATED STATEMENTS OF INCOME
Dollars In ..lllions except per share amounts

1997 1996 1995

Operating Revenues
local service S 12,602 $ 11,389 $ 10,365
Networt access 5,815 5,831 5,514
Lonl"distance service 2,115 2,240 2,072
Directory advertising 2,111 1,985 1,984
Other 2,213 2.000 1,777

Total operating revenues 24,856 23.445 21.712

Operatillg &cpenses
Cost of services and products 9,488 8,250 7,864
SelI'mg, general and administrative 7,276 5,250 4.694
Depreciation and amortization 4,922 4,109 4,034

Total operating etpenses 21,686 17,609 16,592

Opendinc Income 3,170 5,836 5,120

Other Income C&rpense)
Interest expense (947) (812) (957)
Equity in net income of affiliates 201 207 120
Other income (expense) - net (87) (82) 194

Total other income (expense) (833) (687) (643)

Income Before Income Taxes, Extraordinary loss and
Cumulative Effect of Accounti... Chance 2,337 5,149 4,477

Income taxes 863 1,960 1,519

Income Before Extnordinary Loss and Cumulative
Effect 01 Accountinc Chance 1,474 3,189 2,958

Extraordinary Loss from Discontinuance of Regulatory
Accounting, net of tax - - (6,022)

Cumulative Effect of Accounting Change, net of tax - 90 -
Net Income (Loss) S 1,474 $ 3,279 $ (3,064)

Eaminp Per Common Share:·
Income Before Extraordinary Loss and Cumulative

Effect of Accounting Change S 0.81 $ 1.73 $ 1.61
Net Income (Loss) S 0.81 $ 1.78 $ (1.66)

Eaminp Per Common Share-Assuming Dilution:·
Income Before Extraordinary Loss and Cumulative

Effect of Accounting Change S 0.80 $ 1.72 $ 1.60
Net. Income (Loss) S 0.80 $ 1.77 $ (1.66)

'Restated to reflect two-foto.one stodc split decIaM J-ry 30, 1998.
The accompanying notes are an integral part of the consolidated financilIl statements.
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CONSOLIDATED BALANCE SHEETS
Dollars in millioM except per share a_unts

DeceIIlber 31,

1"7 1996

A88ets
Current Assets
Cash and cash equivalents $ 398 $ 314
Short-term cash investments 320 432
Accounts receivable - net of allowances for uncollectibles of $395 and $311 5,015 4,684
Prepaid expenses 349 287
Deferred income taxes 622 201
Deferred charges 82 102
Other current assets 276 251

Total current assets 7,062 6,271

Property, Plant and Equipment - Net 27,3D 26,080

......... Assets - Net ofAcallmalated Amortization of $1 ,002 and $611 3,28 3,589

I~ in Equity AfIiIiates 2,740 1,964

OtherAuets 1,722 1,581

ToUIAuets $42,132 $39,485

LiabiUtits and Sharoowners' Equity
Current Labilities
Debt maturing within one year $ 1,953 $ 2,335
Accounts payable and accrued liabilities 7,888 6,584
Dividends payable 411 393

Total current liabilities 10,252 9,312

Lo..-Term Debt 12,019 10,930

Deferred Credits and Other Noncurrent Uabilities
Deferred income taxes 1,639 853
Postemployment benefit obligation 4,929 5,070
Unamortized investment tax credits 417 498
Other noncurrent liabilities 1,984 2,181

Total deferred credits and other noncurrent liabilities 8,969 8,602

Corporation-obligated mandatorily redeemable preferred securities of subsidiary trusts" 1,000 1,000

5twI!owners' EquitJ
Preferred shares ($1 par value, 10,000,000 authorized: none issued) - -
Common shares ($1 par value, 2,200,000,000 authorized: issued 1,867,022,568* at

December 31, 1997 and 1,867,545,248* at December 31, 1996) 934 934
Capital in excess of par value 9,418 9,422
Retained earnings 1,146 1,297
Guaranteed obligations of employee stock ownership plans (183) (229)
Deferred Compensation - lESOP trust (119) (161)
Foreign currency translation adjustment (574) (637)
Treasury shares (29,741,356* at December 31, 1997 and 41,233,878* at December 31, 1996, at cost) (730) (985)

Total shareowners' equity 9,892 9,641

Total Uabilities and Shareowners' EquitJ $42,132 $39,485

*Re,tiIted to reflect two·foF.one stock split declaIM JanuaI)' 30, 1998.
"The trusts contain assets of S1,030 in principal amount of the Subordinated Debentures of Pacific Telesis Group.
The accompanying notes all! an intl!p part of the consolidated financial stltl!tnents.

PAGE l2



CONSOLIDATED STATEMENTS OF CASH flOWS
Dollars in millions. increase (decrease) in ush and cash equivalents

19t7 1996 1995

Operoti1i&.4eti-vities
Net income Qoss) $1,474 $ 3,279 $ (3,064)
Adjustments to reconcile net income (loss) to net cash

provided by operating activities:
Depreciation and amortization 4,922 4,109 4,034
Undistributed earnings from investments in equity affiliates (100) (138) (58)
Provision for uncollectible accounts 523 395 346
AMOrtization of investment tax credits (81) (80) (95)
Deferred income tax expense 215 626 609
Extntordinary loss, net of tax - - 6,022
Cumulative effect of accounting change, net of tax - (90) -
Changes in operating assets and liabilities:

Accounts receivable (854) (765) (463)
Other current assets (69) (SO) 77
Accounts payable and accrued liabilities 1,400 632 (76)

Other - net (4Q» (S02) (542)

Total adjustments 5,496 4,137 9,854

Net Cash Pnwided by Operatinc Activities 6,970 7.416 6,790

lntJestinKAetit'itics
Construction and capital expenditures (5,766) (5,481) (4,338)
Investments in affiliates (26) (74) (54)
Purchase of short-term investments (916) (1,005) (704)
Proceeds from short-term investments 1,029 816 587
Dispositions 578 96 14
Acquisitions (1,115) (442) (1.186)

Net Cash Used in llwestinc Activities (6,216) (6.090) (5,681)

F~fi(JncinsAcuvitie$
Net change in short-term borrowings with original

maturities of three months or less ($OS) (977) 1,402
Issuance of other short-term borrowings 1,079 209 91
Repayment of other short-term borrowings (805) (134) (91)
Issuance of lonf,Lteml debt 1,498 989 981
Repayment of long-term debt (506) (408) (1,086)
Early extinguishment of debt and related call premiums - - (465)
Issuance of trust originated preferred securities - 1,000 -
Purchase of fractional shares (15) - -
Issuance of common shares - 111 74
Purchase of treasury shares (80) (650) (216)
Issuance of treasury shares 293 52 82
Dividends paid (1,622) (1,664) (1,814)
Other (7) (106) -
Net Cash Used in F"tnandnc Activities (670) (1,578) (1,042)

Net increase (decrease) in cash and cash equivalents 84 (252) 67

Cash and cash equivalents beginning of year 314 566 499

Cash and Cash Equivalents End of Year $ 398 $ 314 $ 566

The accomp.anying notes are an intep part of the consolidated financial statements.
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CONSOLIDATED STATEMENTS OF SHAREOWNERS' EQUiTY
Dollars in mlHlons except per share alllOunu

~ o.ren.d
0W1ptI0ns Cotfttlen5atIon
olE,...,.. ~ Forei&ft

e-,SMres CajlUI in ItetaiMd Stack EnIpIoyee C-.cy
T~Shares[xcusof Eamlncr 0wnInhIp Stack~ Translltion

S'- "'-unt ParVIlue (OeIcit) .....,. Trust ~t Shales ~

lkdmtee, 1J«:ember J I, 1994 930,665,766 $931 $9,258 $4,665 $(315) $(306) $(363) (11 ,401 ,628) $(463)
Net income ~oss) for the year

($(1.(6) per share·) - - - (3,064) - - - - -
Dividends to shaneowners
~82S per share·) - - - (1.933) - - - - -

• n of debt associated with
Employee Stock Ownership Plans - - - - 43 - - - -

Cost of lESOP trust shares
allocated to employee accounts - - - - - 64 - - -

Foreign currency mnslation
adjustment, net of income
tax benefit of $ 116 - - - - - - (215) - -

Issuance of common shares 3.196.076 3 129 - - - - - -
Purchase of trusury shares - - - - - - - (4,610.713) (216)
Issuance of treasury shares:

Dividend Reinvestment Plan - - 19 - - - - 2.730,666 111
Other issuances - - (8) - - - - 2.158,694 87

Other - - - 16 - - - - -
Ba~(~.~canber)t, 1995 933,861.842 934 9,398 (316) (272) (242) (578) (11.122,981) (481)

Net income for the year
($1.78 per share·) - - - 3,279 - - - - -

Di'lidends to shareowners
(SO.86 per share·) - - - (1.680) - - - - -

Reduction of debt associated with
Employee Stock Ownership Plans - - - - 43 - - - -

Cost of LESOP trust shares
allocated to employee accounts - - - - - 81 - - -

fofei&n currency mnslation
adjustment, net of income
tax benefit of $28 - - - - - - (59) - -

Purchase of common shares (89,218) - - - - - - - -
Purchase of treasury shares - - - - - - - (13.099,709) (650)
Issuance of treasury shares:

Dividend Reinvestment Plan - - 26 - - - - 2,667,752 109
Other issuances - - (5) - - - - 937,999 37

Other - - 3 14 - - - - -
Ba!alil:e, D~mi;er.31, 1996 933,772.624 934 9,422 1,297 (229) (161) (637) (20,616,939) (985)

Net income for the year
(SO.81 per share·) - - - 1,474 - - - - -

Dividends to shareowners
($0.895 per share·) - - - (1.638) - - - - -

Reduction of debt associated with
Employee Stock Ownership Plans - - - - 46 - - - -

Cost of lESOP trust shares
allocated to employee accounts - - - - - 42 - - -

Foreign currency translation
adjustment, net of income
tax expense of $38 - - - - - - 63 - -

Purchase of common shares (261,340) - - - - - - - -
Purchase of treasury shares - - - - - - - (1,547.110) (SO)
Issuance of treasury shares - - (38) - - - - 7.293,371 335
Other - - 34 13 - - - - -
Ba!clJ.~, Decembt:d1, 1997 933,511,284 $934 S9,418 $1,146 $(183) $(119) $(574) (14,870,678) $(730)

·ltestned to reflect two·for-one stock split declaNd~ 30. 1998.
The aceom~nying notes are an in.pa1 part of the consolidated financial statl!ments.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

DollIrs in ..UllOM except per shire amounts

NOT E 1. Summary of Significant Accounting Policies

Basis ojPresenuaioft - The consolidated financial statements
include the accounts of SSC Communications Inc. and its
majority-owned subsidiaries (S8C). SSC's subsidiaries and affili­
ates operate predominantly in the communications services
industry, providing landline and wireless telecommunications ser­
vices and equipment, directory advertising and cable television
seMces both domestically and worldwide.

SSC's Iarpst subsidiaries are Southwestern Bell Telephone
Company (SWBeI~ providing telecommunications services in
Texas, Missouri. Oklahoma, Kansas and Arbnsas (fiw-state
area), and Pacific Telesis Group (PAC), providing telecommuni­
cations services in California and Nevada. PAC's subsidiaries
include Pacific Bell (Pac8.1I, which also includes its subsidiaries)
and Nevada Bell. (SWBeIl, PaeBell and Nevada 8eU are collec­
tively referred to as the Telephone Companies.)

All significant intercompany transactions are eliminated in
the consolidation process. Investments in partnerships, joint
ventures and less than majority-owned subsidiaries are princi­
pally accounted for under the equity method. Earnings from
certain foreign investments accounted for under the equity
method are included for periods ended within three months of
S8C's year end.

fmancial information has been restated to reflect the
two-fo...one stock split, effeded in the form of a stock dividend,
declared January 30, 1998 (see Note 15). Certain amounts
in prior period financial statements have been reclassified to
conform to the current year's presentation.

The preparation of mancial statements in conformity with
generally accepted accounting principles requires management
to make estimates and assumptions that affect the amounts
reported in the financial statements and accompanying notes.
Actual results could differ from those estimates.

lnoornt Taxes - Deferred income taxes are provided for tem­
porary differences between the carrying amounts of assets and
liabilities for financial reporting purposes and the amounts used
for tax purposes.

Investment tax credits earned prior to their repeal by the
Tax Reform Act of 1986 are amortized as reductions in income
tax expense over the lives of the assets which gave rise to the
credits.

Cash Eqwt'altnts - Cash equivalents include all highly liquid
investments with original maturities of three months or leSs.

D~ftmd Cl-.argr.$ - Directory advertising costs are deferred
until the directory is published and advertising revenues related
to these costs are recognized.

CWnuiatit~t~ E,ffeet IlfAoollu1Uing Ch.a1lf!e - Prior to January 1,
1996, Pacific Bell Directory (a subsidiary of PacBell) recognized
revenues and expenses related to publishing directories in
California using the ·amortization" method, under which rev­
enues and expenses were recognized over the lives of the direc­
tories, generally one year. Effective January 1, 1996, Pacific 8ell
Directory changed to the "issue basis" method of accounting,
which recognizes the revenues and expenses at the time the
related directory is published. The change in methodology was
made because the issue basis method is generally followed in

the publishing industry, including Southwestern 8e11 Yellow
Pages, and better reflects the operating activity of the business.

The cumulative after-tax effect of applying the change in
method to prior years is recognized as ofJanuary 1, 1996 as a
one-time, non-cash gain applicable to continuing operations of
$90, or $0.05 per share. The gain is net of deferTed taxes of
$53. Had the current method been applied during 1995,
income before extraordinary loss and accounting change would
not have been materially affected.

Property. Plant and Eq'~ipmelu - Property, plant and equip­
ment is stated at cost. The cost of additions and substantial
betterments of property, plant and equipment is capitarlZed.
The cost of maintenance and repairs of property, plant and
equipment is charpd to operating expenses. Properly, plant
and equipment is depreciated using straight-line methods over
their estimated economic lives, pnerally ranging from 3 to
SO )'Urs. Prior to the discontinuance of replatory accounting
in the third quarter of 1995, SWBeIl and PaeBell computed
depreciation using certain straight-line methods and rates as
prescribed by regulators. In accordance with composite group
depreciation methodofogy, when a portion of the Telephone
Companies' depreciable properly, plant and equipment is
retired in the ordinary course of business, the gross book
value is charged to accumulated depreciation; no gain or loss
is recognized on the disposition of this plant

Inta1t#Pble A~'ets - Intangible assets consist primarily of wire­
less cellular and Personal Communications Services (PCS)
licenses, television Bcenses, customer lists and the excess of
consideration paid over net assets acquired in business combi­
nations. These assets are being amortized using the straight­
line method, over periods generally ranging from 5 to 40 years.
At December 31, 1997 and 1996, amounts included in net
intangible assets for licenses were $2,625 and $2,695.
Management periodically reviews the carrying value and lives of
all intangible assets based on expected future cash flows.

Sq,ftware Cost.s - The costs of computer software purchased
or developed for internal use are expensed as incurred.
However, initial operating system software costs are capitalized
and amortized over the lives of the associated hardware.

•.{d'lJe.rUsi.'1g Cost.s • Costs for advertising products and
services or corporate image are expensed as incurred.

P01't.·igt. Curre'fuy 1'rf.rn.daUOit - Local currencies are generally
considered the functional currency for S8C's share of foreign
operations, except in countries considered highly inflationary.
S8C translates its share of foreign assets and fiabilities at
current achange rates. Revenues and expenses are translated
using average rates during the year. The ensuing foreign
currency translation adjustments are recorded as a separate
component of Shareowners' Equity. Other transaction gains.
and losses resulting from exchange rate changes on transactions
denominated in a currency other than the local currency are
included in earnings as incurred.

Etlmin/{$ Per Common Share - In 1997, Statement of
Financial ACcounting Standards No. 128, -Earnings per Share"
(FAS 128) replaced the calculation of primary and fully diluted
earnings per share with basic and diluted earnings per share.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (c.ontinued)
Dollars in nliHions ucept per shale aftlOunU

Following is a comparison of new Rves to those prescribed
by regulators for selected plant categories:

The increase in accumulated depreciation at SWBeIl also
inducted an adjustment of appraadmately $450 to fully depreci­
ate analog switching equipment scheduled for replacement
Remaining analog switching equipment is being depreciated
using an average remaining life of four years.

The discontinuance of fAS 71 for external financiall'1!port­
ing purposes also f8C1Uired the elimination of net replatory
assets of $S83. RepIatory assets and liabilities are related
primarily to accounting policies used by regulators in the rate­
makinc process which are different from those used by non­
~ companies. The differences arose predominantly in
the accounting for income ta.s. deferred compensated
absences, and in California, pension costs and debt redemption
costs. These items were required to be eliminated with the dis­
continuance of accounting under FAS n .SWBeII and PacBeIl
accounting and reporting for regulatory purposes are not
affected by the discontinuance of FAS 71 for external financial
reporting purposes.

With the discontinuance of FAS 71 , SWBeIl and PacBeIl
began accounting for interest on funds borrowed to finance
construction as an increase in property, plant and equipment
and a reduction of interest expense. Under the provisions of
FAS 71 , both companies capitalized both interest and equity
costs allowed by regulators during periods ofconstruction as
other income and as an addition to the cost of plant con­
structed. Additionally, PacBell began accounting for pension
costs under Statement of Financial Accounting Standards No.
87, "Employers' Accounting for Pensions," (fAS 87) and
Statement of Financial Accounting Standards No. 88,
"Employers' Accounting for Settlements and Curtailments of
Defined Benefit Pension Plans and for Termination Benefits"
(fAS 88).

Basic eamings per share excludes any dilutive effects of options
and other stock-based compensation. All eamings per share
amounts for all periods have been pt'eSented and, where appro­
priate, restated to conform to FAS 128 requirements.

DeriMtit:tt Fin4ncial lnstruments - SBC does not invest in
any derivatives for trading purposes. From time to time SBC
invests in immaterial amounts of interest rate swaps in order to
maMge exposure to interest rate risk and foreign currency
forward exchange contracts in order to manage exposure to
changes in foreign currency rates. Amounts related to derivative
contracts are recorded using the hedge accounting approach.
sse currently does not recognize the fair values of these
derivative financial investments or their changes in fair value in
its financial statements. PAC has entered into an equii;y swap
contract to hedge exposure to risk associated with its recorded
liability for certain outstanding employee stock options relating
to stock of AirTouch Communications Inc. (see Note 10). The
equity swap contract and its HabiUty are recorded at fair value
in the balance sheet as other assets or liabilities.

NOT E 2. Discontinuance of Regulatory Accounting

In the third quarter of 1995, SWBeIl and PacBell discontin­
ued their application of Statement of Financial Accounting
Standards No. 71, "Accounting for the Effects of Certain Types
of Regulation" (fAS 71). fAS 71 requires depreciation of tele­
phone plant using lives set by regulators which are generally
longer than those established by unregulated companies and
the deferral of certain costs and obUgations based on regula­
tory actions (replatory assets and liabiUties). As a result of the
adoption of price-based regulation for most of SWBeIl's rev­
enues and the acceleration of competition in the California and
five-state area telecommunications markets, management deter­
mined that SWBell and PacBell no longer met the criteria for
application of fAS 71 .

Upon discontinuance of FAS 71 by SWBeli and PacBell, SBC
recorded a non-cash, extraordinary charge to net income of
$6,022 (after a net deferred tax benefit of $4,037). This
charge was comprised of an after-tax charge of $5,739 to
reduce the net. carrying value of telephone plant, and an after­
tax charge of $283 for the eUmination of net regulatory assets.
The components of the charge were as follows:

p~tax AfteI'.tax

Diaital switch
DiIitaI drcuit
Copper able
Fiber cable
Conduit

17 10-11
10-12 7-8
19-26 14-18
27-30 20
57-59 SO

The increase in accumulated depreciation of S9,476
reflected the effects of adopting depreciable lives for SWBell's
and PacBell's plant categories which more closely reflect the
economic and technological lives of the plant. The adjustment
was supported by discounted cash flow analyses, that estimated
amounts of telephone plant that may not be recoverable from
discounted future cash flows. These analyses included consider­
ation of the effects of anticipated competition and technologi­
cal changes on plant lives fl_nd revenues.

Incruse telephone plant
accumulated depreciation

Elimination of net regulatory assets
Total

$ 9,476
583

510,059

$5,739
283

56,022

NOT E 3. Merger with PAC

On April 1, 1997, SBC and PAC completed the merpr of an
SBC subsidiary with PAC, in a transaction in which each share of
PAC common stock was exchanged for 1.4629 shares ofsse
common stock (equivalent to approximately 626 million shares;
both the exchange ratio and shares issued have been restated
to reflect the two-for-one stock split declared January 30,
1998). With the merger; PAC became a wholly-owned subsidiary
of SBC. The transaction has been accounted for as a pooling of
interests and a tax-free reorganization. Accordingly, the financial
statements for the periods presented prior to the merpr have
been restated to include the accounts of PAC.

,ACE 16



Opelltting menues. income before extraordinary loss and
cumulative effect of accounting change and net income (loss)
of the separate companies for the pre-merger periods of the
last three years were as follows:

Pust·tnerF ildti<lIive.~

During the second quarter of 1997, SBC announced after­
tax charges of S1.6 billion related to seYeral strategic decisions
resulting from the merger integmion process that began with
the April 1 closing of its merger with PAC, which included $165
($101 after tax) of charges related to seYeral regulatory rulings
during the second quarter of 1997 and $281 ($176 after tax)
for merger approval costs. The decisions resulted from an
extensive review of operations throughout the merged company
and include significant integration of operations and consolida­
tion of some administmive and support functions. Following is
a discussion of the most significant of these charges.

Reorpnization SBC is centralizing several key functions
that will support the operations of the Telephone Companies,
including network planning, strategic marketing and procure­
ment. It is also consolidating a number of corporate-wide
support activities. including research and development, infor-

mation technology. financial transaction processing and real
estate management. The Telephone Companies will continue
as sepamte legal entities. These initiatives will result in the
creation of some jobs and the elimination and realignment of
others, with many of the affected employees changing job
responsibilities and in some cases assuming positions in
other locations.

SBC recognized a charge of approximately $338 ($213
net of tax) during the second quarter of 1997 in connection
with these initiatives. This charp was comprised mainly of
postemployment benefits, primarily related to severance. and
costs associated with closing down duplicate operations.
primarily conttad cancellations. Other charps arising out of
the mewpr related to relocation. retraining and other effects
of consolidating certain operations are being recognized in the
periods those charps are incurred. During the second half
of 1997, sec incurred $501 ($304 net of tax) of merger­
related charps.
I~'"valuMion As a result of SBe's merger

infefpation plans. strategic review of domestic operations and
otpnizational realignments. sec nwiewed the carrying values
of related long-lived assets. This review included estimating
remaining usefulliYes and cash flows and identifying assets to
be abandoned. Where this review indicated impairment, dis­
counted cash flows related to those assets were analyzed to
detMmine the amount of the impairment. As a result of these
reviews, SBC wrote off' some assets and recognized impairments
to the value of other assets with a combined charge of $965
($667 after tax) recorded in the second quarter of 1997. These
impairments and writeoffs related to the wireless digital TV
operations in southern California, certain analog switching
equipment in California, certain rural and other telecommunica­
tions equipment in Nevada, selected wireless equipment, dupH­
cate or obsolete equipment, cable within commercial buildings
in California. certain nonoperating plant and other assets.

Video Qlrtailmentlpurc:hase commitments SBC also
announced that it is scaling back its limited direct investment in
video services. As a result of this curtailment. SBC has halted
construction on the Advanced Communications Network (ACN)
in California. As part of an agreement with the ACN vendor,
SBC paid the liabilities of the ACN trust that owned and
financed ACN construction, incurred costs to shut down all
construction previously conducted under the trust and received
certain consideration from the vendor. In the second quarter of
1997, SBC recognized its net expense of $553 ($346 after
tax) associated with these activities. Additionally. SBC curtailed
several other video-related activities including discontinuing its
broadband network video trials in Richardson. Texas and
San Jose, California, substantially scaling back its involvement
in the Tele-TV joint venture and withdrawing from the Americast
Yenture. Americast partners are disputing the withdrawal in
arbitration and litigation, the outcome of which cannot be pre­
dicted. The collective impact of these decisions resulted in a
charge of $145 ($ 92 after tax) in the second quarter of 1997.

$ 2,958

$ 1,889
1,048

21

Year Ended
December 31.

1996 1995

S 3.189

S 2,101
1.057

31

1997

$ 517
352
(12)

$5-"1 $23.445 $21,712

S U7

$3,456 $13.857 $12,670
2.535 9.588 9.042

Net income (loss):
sac S 517 S 2,101 S (930)
PAC 352 1,142 (2.312)
Ad;ustments (12) 36 178

ComI:Iined S U7 $ 3,279 $ (3.064)

The combined results include the effed of changes applied
retroadively to conform accounting methodologies between
PAC and SBC for, among other items. pensions. postretirement
benefits, sales commissions and merger transaction costs as
well as certain deferred tax adjustments resulting from the
merger: In each case. SBC believes the new methods are more
prevalent and better reflect the opemions of the business.
Transaction costs and one-time charges relating to the closing
of the merger were $359 ($215 net of tax) including, among
other items. the present value of amounts to be returned to
California ratepayers as a condition of the merger and expenses
for investment banker and professional fees. Of this total. $287
($180 net of tax) is included in expenses in 1997, and $72
($35 net of tax) in 1996.

Income~ extraordinary loss
and cumulati¥e effect of
accounting change:
sac
PAC
Adjusfm«nts

Operating rwenues:
sac
PAC

'AC E 17



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS «.ontinued)

Dollars in miNions except per shalt! aMOunts

NOT E S. Pacme Telesis Croup financial Information

The following table presents summarized financial informa­
tion for Pacific Telesis Group at December 31 , or for the year
then ended:

1997 1996

NOTE 7. Property, Plant and Equipment

Property, plant and equipment is summarized as follows at
December 31:

Vur Ended December 31. 1m 1996 1995
NuIMIatOfs
Nulllerator for basic earnings
per~:

Income before extraordinary
loss and cumulative eff«t of
ICaMltlngdtan,. $1,474 S3,189 $2,958

DiIutM potential common shares:
Other stock-based
campeRSation 3 2 2

NumeratDr for diluted earnings
$1,477 S3,191 S2,960pershft

.,.._ators
Denominator for basic earnings
perwre:
Weishted average m.mber of

COIUlOI'I shares
outstandinJ (000) 1,1ZI.3'S 1,841,240 1,840,861

Dilutive potential common
shares (000):
Stadt options 11,791 6.783 4.910
Other stock-based
COft!!Mation 4,.443 3.410 2,936

DenoftlinlItDr for diluted
eamitErgsbare 1,844,62t 1,851.433 1.848,707

8Mic uninp per share:
Income befcw extraon:Iinary
loss and OJnUtift effect
of accounting ~nge $ 0.81 S 1.73 S 1.61

Ext.ntordiMry loss (3.27)
~effectof

acc:ouJtin& chanp 0.05
Net itKOiM@} S D.81 S 1.78 $ (1.66)

oW..... per sIwe:
Income befOie extraordinary
loss and OJnUaWe effect
of accounting change $ 0.80 S 1.72 S 1.60

Extraordinary loss (3.26)
Cumulative effect of

accountinG dtange 0.05
Net income Qo!s) S o.ao S 1.77 S (1.66)

1995

S 2,434
13,407

4,641
9,010

1996

S 2.474
14,134

3,527
10.308

S 9,588 S 9,042
2,198 2,011

1997

$ 2.835
14.cM1

4,513
10.305

$10.101
(1")

Income Stat-ments
Operating reYeRUeS

Operating income (loss)
Income (loss) befOie extraordinary

loss and OJmulative effect
of accounting manses (546) 1.057 1.048

Net income (loss) (224) 1.142 (2.312)

SSC has not provided separate financial statements and
other disclosures for PAC as management has determined that
such information is not material to the holders of the Trust
Originated Preferred Securities (TOPrS) (see Note 10). On
January 30. 1998. SBC guaranteed payment ofthe obligations
of the TOPrS.

BWnce ShHts
Cunent assets
Noncurnmt assets
Current liabilities
NonOJrrent ubiities

NOT E 4. Melpr Agreement with Southern New Encland
Telecommuniations Corporation (SNET)

On January 5. 1998, SSC and SNET jointly announced a
definitive ag~ment to metge an SSC subsidiary with SNET. in
a transaction in which each share of SNET common stock will
be exchanged for 1.7568 sha~s ofsse common stock (equiva­
lent to approximately 120 million sha~s, or 6.5" of SSC's out­
standing sha~s at December 31. 1997; both the exchange
ratio and shares to be issued have been nmated to reflect the
two-for-one stock split declared January 30. 1998). After the
merger, SNET wiD be a wholly-owned subsidiary of SSe. The
transaction is intended to be accounted for as a pooling of
interests and to be a tax-free reorganization. The merger is sub­
ject to certain regulatory approvals as well as approval by the
shareowners of SNET at a special meeting expected to be held
on March 27, 1998. If approvals are granted, the transaction is
expected to close by the end of 1998.

'1.20 58,252
AcOJmulated depreciation and amortization (36.384) (34.515)

Total Telephone Companies 24"'5 23,737

Other 4,017 3,534
Accumulated depreciation and amortization (1,563) (1,191)

Total other 2.454 2.343

Pn?perf;y. plant and equipment-net S 27.39 S 26,080

SBC's depreciation expense as a percentage of IW!rage
depreciable plant was 7.4" for 1997, 6.9" for 1996 and 7.0"
for 1995.

NOT E ,. Earnings Per Share

A reconciliation of the numerators and denominators of
basic earnings per share and diluted earnings per sha~ for
income before extraordinary loss and cumulative effect of
accounting change for the years ended December 31. 1997,
1996 and 1995 a~ shown in the table below. Per share
amounts have been restated to reflect the two-far-one stock
sprlt declared January 30, 1998.

Telephone Companies plant
In sel'Yice
Under construction

$ A.122 S 56,638
1,147 1,614

PAGE) •
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NOTE t. Debt

Long-term debt, including interest rates and maturities, is
summarized as follows at December 31:

12,355 11,417
(336) (487)

$12,0'9 $10,930

$ SOO $ 600
1,550 1,200
1,750 1,500

3,100 3,300
(36) (29)

3,764- 3,271

1,236 1,118
(6) (6)

1,230 1,112

475 475
1,lM 1.194
2,250 2,150

225 22S

4,144 4,044
(19) (89)

4,055 3,955

1,300 1,150
(18) (18)

1,282 1,132

188 310
1,318 1,140

1,506 1,450
71 (14)

1,5" 1,436

153 208

2M 303

1999-2006
2002-2034
2008-2043
2031

Totallonfterm debt

Capitalized leases

Totallon8"term debt, including
current maturities

Cummt maturities

(I)See Note 13.

In February 1998, SBC called $630 of debentures and
notes of SWBell, Pac8ell and SBC Communications Capital
Corporation (included in Other notes). Estimated net income
impact from unamortized discounts and call premiums is $(8).
During 1995, SBC refinanced long-term debentures of SWBelI
and Pac8ell. Costs of $36 associated with refinancing are
included in other income (expense) - net, with related income
tax benefits of $14 included in income taxes. in S8C's
Consolidated Statements of Income.

At December 31, 1997, the aggregate principal amounts of
long-term debt scheduled for repayment for the years 1998

Gual'llnteed obligations of employee stock
ownership plans!11

8.41'.1.-9.40'- 1997-2000

Total other notes

lJNmortized premium (discount)

Othernotas
5.76'.1.-6.98'" 1997-2007
7.00-..-9.SO'l. 1997-2020

Total notes

Notes
6.25...·8.70'" 2001·2009

Unamortized discount

Notes
5.04'.1.-7.67'l. 1997-2010

Unamortized discount

Total debentures

Unamortized discount-net of IftI'l'ium

Total debentures

l.JnamortizecI discount-net of premium

Total notes

heBeR
Debentures

4.62'.1.-5.88'"
6.00'.1.-6.88'"
7.12'.1.-7.75'"
8.50'l.

SWWI
Debentures

4.SMrS.88'" 1997-2006
6.13'.1.-6.88'" 2000·2024
7.00'Jr.7.75'" 2009-2027

19l'7 1996 1995
BePWns of year $1,'" $1,616 $1.776
Adcitional investments 1,076 337 447
Equity in net income 201 207 120
DiYidends n:ceived (90) (70) (62)
CUrftt1Cy translation

adjustments (135) (94) (268)
Redusifications and

other adjustments (276) (32) (397)

End ofyear $2.740 $1.964 $1,616

Currency translation adjustments for 1997 primarily reflect
the effect of the exchange rate fluctuations on SBC's invest­
ments in South African and French telecommunications.

The currency translation adjustment for 1995 primarily
reflects the effect on SBC's investment in Telmex of the decline
in the value of the Mexican peso relative to the US. dollar dur­
ing 1995. In 1997, SBC used the U.S. dollar, instead of the
peso, as the fUnctional currency for its inwstment in Telmex
due to the Mexican economy becoming highly inflationary.

Other adjustments for 1997 reflect the sale of portions of
SBC's Telmex l shares and the change to the cost method of
accounting in 1997 for SBC's 1995 investment in South African
will!less operations. Other adjustments for 1995 reflect the
change in October 1995 to the cost method of accounting for
SBC's United Kingdom cable television operations (see Note 16).

Undistributed earnings from equity affiliates were $862 and
$762 at December 31, 1997 and 1996.

NOT E I. Equity Irwestmenb

Investments in affiliates accounted for under the equity
method include SBC's investment in Telefonos de Mexico, SA
de C.V. (Telmex), Mexico's national telecommunications com­
pany. SBC is a member of a consortium that holds all of the AA
shares of Tebnex stock, representing voting control of the com­
pany. The consortium is controlled by a group of Mexican
investors led by an affiliate of Grupo Carso, SA de C.V. SBC
also owns l shares which have limited '<IDting rights. Throughout
1997 and in February 1998, SBC sold portions of its L shares
so that its total equity investment remained below 10'J, of
Telmex's total equity capitalization.

Other major equity inyestments held by SBC indude a 1997
investment of $760 in South African telecommunications (see
Note 16), an indirect lS'J, ownership in Cegetel, a joint wnture
providing a broad range of telecommunications offerings in
France, in¥eStments in Chilean telecommunications operations
and minority ownership of several domestic wireless properties.

The following table is a reconciliation of SBC's investments
in equity aff'diates:

Certain facilities and equipment used in operations are
under operating or capital leases. Rental expenses under oper­
ating leases for 1997, 1996 and 1995 were $390, $324 and
$231. At December 31, 1997, the future minimum rental
payments under noncancelable operating leases for the years
1998 through 2002 were $168, 5171, 5113, $86 and 566,
and 5238 thereafter. Capital leases were not significant.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS «.ontinued)

Dollars in ..illions except per shale amounts

NOT E 10. Financiallnstruments

The carrying amounts and estimated fair values of SBC's
long-term debt, including current maturities and other financial
instruments, are summarized as follows at December 31 :

throuch 2002 were $336, $500, $469, $986 and $879. As of
December 31, 1997, SBC was in comprtance with all covenants
and conditions of instnunents governing its debt

Debt maturing within one year consists of the following at
December 31 :

The weighted average interest rate on commercial paper
debt at December 31, 1997 and 1996 was 6.0,.. SBC has
entered into agreements with several banks for lines of credit
totaling $1,000. All of these agreements may be used to
support commercial paper borrowings and are on a negoti­
ated fee basis with interest rates negotiable at time of bor­
rowing. There were no borrowings outstanding under these
lines of credit at December 31, 1997. Another group of
uncommitted lines of credit with banks that do not require
compensating balances or commitment fees, and accordingly
are subject to continued review, amounted to approximately
$1,475 at December 31, 1997.

.De.rwaliws PAC has entered into an equii¥ swap c:ontrad to
hedge exposure to risk of market.c:hanges related to its
recorded liability for outstanding employee stock options for
common stock of AirTouch Communications, Inc. (spun-off
operations) and associated stock appreciation rights
(S06.Rs)(see Note 14). PAC plans to make open market pur­
chases of the stock of spun-off operations to satisfy its obliga­
tion for options that are exercised. Off-balance-sheet risk exists
to the extent the market price of the stock of spUn-off opera­
tions rises above the market price reflected in the liability's cur­
rent carryinl value. The equity swap was entered into to hedge
this exposure and minimize the impact of market fluctuations.
The contrad entitles PAC to receiw settlement payments to
the extent the price of the common stock of spun-off opera­
tions rises abow the notional value of $23.74 per share, but
imposes an ob6gation to make payments to the extent the price
declines below this Iewl. The swap also obligates PAC to make a
monthly payment of a fee based on UBOR. The total notional
amount of the contract. S32 and S60 as of December 31 •
1997 and 1996 covers the approximate number ofthe out­
standing options and SARs of spun-off operations on that date.
PAC plans to periodically adjust downward the outstanding
notional amount as the options and SARs are exercised. The
equity swap contrad expires April 1999.

Both the equii¥ swap and PAC's liabilii¥ for the stock
options and SARs of spun-off operations are carried in the bal­
ance sheet at their market values, which were immaterial as of
December 31, 1997 and 1996. Gains and losses from quarterly
market adjustments of the carrying amounts substantially off­
set. As of December 31, 1997 and 1996, the accounting loss
that would be incurred from nonperformance by the counter­
party to the equity swap was S14 and $4. Howe\'e(, manage­
ment does not expect to realize any loss from counterparty
nonperformance.

period of fuIe years. PAC sold S1 billion of TOPrS, $500 at
7.S6,. in January 1996 through Pacific Telesis F'mancing I and
$SOO at 8.S" in June 1996 through Pacific Telesis Financing II.
As of December 31, 1997, the TNsts held subordinated debt
securities of PAC in principal amounts of SS16 and SS14 with
interest rates of 7.56,. and 8.S'" Both issues ofTOPrS were
priced at S2S per share, have an original30-year maturity that
may be extended up to 49 years, and are callable five years
after date of sale at par and are included on the balance sheet
as corporation-oblipted mandatorily redeemable preferred
securities of subsidiary trusts. The proceeds were used to retire
short-term indebtedness, primarily commercial paper. On
January 30, 1998, SBC guaranteed payment of the ob6gations
of the lOPrS.

Fair
value

219

$3,208
1,115
3,917
1.171
1.478

990

1996

$2,335

51,848
487

208

1"7

$1"53

$1,268
336
34'

15'153

$3,764 $3,121 $3,271
1,230 1,271 1,112
4,055 4,337 3.955
1,212 1,342 1,132
1,577 1,768 1,436
1,000 1,034 1,000

1"7 1996
Carrying Fair Carrying
Amounl Value AmOunl

SW8el1 debentures
SW8el1 notes
PacBell debentures
PlCBeA notes
Other notes
TOPrS
Guaranteed c::rtions of

=pIans(11

(11SH Note 13.

The fair values of SBC's long-term debt were estimated
based on quoted market prices, where available, or on the net
present value method of expected future cash flows using cur­
rent interest rates. The fair value of the TOPrS was estimated
based on quoted market prices. The carrying amounts of com­
mercial paper debt approximate fair values.

SBC does not hold or issue any financial instruments for
trading purposes. SBC's cash equivalents and short-term invest­
ments are recorded at amortized cost The carrying amounts of
cash and cash equivalents and short-term investments and cus­
tomer deposits approximate fair values.

Pacific Telesis Financing I and II (the Trusts) were formed for
the exclusive purpose of issuing preferred and common securi­
ties representing undivided beneficial interests in the Trusts and
investing the proceeds from the sales of TOPrS in unsecured
subordinated debt securities of PAC. Under certain circum­
stances, dividends on TOPrS could be deferred for up to a

Commerdal paper
Cum:nt maturities of Iong-tenn debt
Other short-tenn debt

Total

PACE 40
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NOT E 11. Income Taxes

Significant components of SBC's deferred tax liabilities and
assets are as follows at December 31 :

Arecondiation of income tax expense and the amount
computed by applying the statutory federal income tax rate
(35") to income before income taxes. extraordinary loss and
cumulative effect of accounting change is as follows:

19951996,'f7

Fair "ue of pian lIssets 123,092 $20.738
Less: ActulIrilII present value of

pra;eeted benefit obligation 16,746 15,006

Plan assets in excess of projected
benefit obIiglition 6,346 5,732

UnleCOJl'ized prior service cost 1,108 845
Unn!copized net gain (6,564) (6.072)
Unamortized transition asset (811) (973)

P.id (accrued) pension cost $ 7t $ (468)

The projected benefit obligation was increased $202 at
December 31. 1996. for the cost of fon:e reductions antici­
pated to take place in 1996 and 1997 and recognized in
SBe's financial statements under FAS 88.

Significant weighted average assumptions used in develop­
ing pension information include:

1997 1996 1995

1"7 1996

5erIice cost-benefits eamed
durinc the period $ 278 S 297 $ 311

In__t cost on projected
benefitobliption 1,146 1,131 1,161

Actual rehwn on pllln assets (3.175) (2.919) (4,232)
OtheHIet 2,1" 1.270 2,813

Net pension cost (benefit) $ (lto) S (221) $ 53

The folloWing table sets forth the pension plans' funded
status and the amounts included in SBe's Consolidated Balance
Sheets at December 31:

Discount late for determining
projected benefit obligation 7.zS"" 7.5'" 7.25'"

lo..,.tenn rate of return on
plan assets 1.5"" 8.55'" 8.O'L

Composite rate of
compenSlltion increase 4.3"" 4.3," 4.3'"

The projected benefit obligation is the actuarial present
value of all benefits attributed by the pension benefit formula
to previously. rendered employ,ee service. It is measured based
on assumptions concerning future interest rates and employee
compensation levels. Should actual experience differ from the
actuarial assumptions. the benefit obligation will be affected.

flat doHar amount per year of service according to job
dassification. For PAC managers, benefits accrue in separate
account balances based on a fixed percentage of each
employee's monthly salary with interest. For all other managers,
benefits accrue in separate account balances based on a fixed
percentage ofeach employee's monthly salary plus interest or
are determined based upon a stated percentage of adjusted
career income.

SIC's objective in funding the plans. in combination with
the standards of the Employee Retirement Income Security Act
of 1974 <as amended), is to accumulate funds sufficient to meet
its benefit obligations to employees upon their retirement.
Contributions to the plans are made to a trust for the benefit
of plan participants. Plan assets consist primarily of stocks, U.S.
gcwemment and domestic corporate bonds. index funds and
real estate.

Net pension cost is composed of the following:

(92)

172
(128)

96

1996

2,221
195

1.328

4,300

$1,519

$1.567

$ 652

$3.283
1,017

(53)

215
(4)

4,954

'''7

$1.960

$1.802

$1,017

(53)

118
(20)

1997 1996 1995

$118

Total

Taxes computed at federal
statutory rate

In~~ses (dec:re~) in income
taxes resulting from:

Amortization of investment
tax credits over the life
of the ~nt that gave
rise to the credits

State and local income taxes ­
net of federal income
tax benefit

Other - net

Federal
Current $705 $1,242 $ 829
DefetRd-net 57 468 520
Amortization of investment
tax~ts (11) (80) (95)

611 1,630 1.254

State and local
Current 24 172 176
Deferred-net 151 158 89

182 330 265

Total $863 $1,960 $1,519

The decrease in the valuation allowance is the result of an
evaluation of the uncertainty associated with the realization of
certain deferred tax assets. The valuation allowance is main­
tained in deferred tax assets for certain unused federal and
state loss carryforwards.

The components of income tax expense are as follows:

NOT E 12. Employee Benefits

.Ptm.fjo7lS - Substantially all employees ofsse are covered
by one of three noncontributory pension and death benefit
plans. The pension benefit formula used in the determination
of pension cost for nonmanagement employees is based on a

Defemtd tax assets WIluation allowance

Defem:d tax ~ssets

Net defem:d tax liabilities

Employee benefits
lJMmortized investment tax credits
Other

Def:nciation ~1Id ~mortiution
Other

Defened tax liabilities
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (.ontinued)

DoUars in ..iNions except per share amounts

In April 1997 management amended the pension plan for
non-PAC managers to a cash balance pension plan effedive
June 1, 1997. Under the new plan, participants accrue benefits
based on a pert:entap of pay plus interest In addition, a tran­
sition benefit is phased in over five years. The new plan also
requires computation of a arandfathered benefit using the old
formula for five years. Participants receive the areater of the
cash balance benefit or the arandfathered benefit. The new
cash balance plan aHaws lump sum benefit payments in addition
to annuities. This change did not have a sianificant impad on
SBC's net income for 1997.

In March 1996, management amended the pension plan for
PAC manaaers from a final pay plan to a cash balance plan
effective July 1, 1996. An enhanced transition benefit, based on
frozen pay and service as ofJune 30, 1996, was established to
preserve benefits already accrued by salaried employees under
the final pay plan and resulted in an increase in earned benefits
for most employees. SBC also updated the aduarial assump­
tions used in valuing the PAC plans to reflect changes in market
interest rates and recent experience, including a change in its
assumption concerning future ad hoc increases in pension ben­
efits. Taken together, these chanaes increased net income by
approximately $125 during 1996.

The actuarial estimate of the accumulated benefit obfisation
does not indude assumptions about future compensation lev­
els. The accumulated benefit oblisation as of December 31,
1997 was $15,565, of which $14,404 was vested. At December
31, 1996 these amounts were $13,965 and $12,376.

Approximately 4,200 and 2,200 employees left PacBell
durina1996 and 1995 under retirement or voluntary and invol­
untary severance propms and received special pension bene­
fits and cash incentives in connedion with the Pac8e1l
restructuring and related fort:e redudion Pl"Olr8ms. Annual pen­
sion cost ellCludes $(64) and $219 of additional pension costs
charged to PacBell's restruduring reserve in 1996 and 1995.

During 1997, the signifICant amount of lump sum pension
payments resulted in a partial settlement of PAC's pension
plans. In accordance with FAS 88, net settlement sains in the
amount of $299 were recognized in 1997. Of this amount,
$152 was recognized in the first quarter of 1997 and related
primarily to managers who terminated employment in 1996.
These sains are not induded in the net pension cost shown in
the preceding table.

In December 1996, under the provisions of Section 420 of
the Internal Revenue Code, SBC transferred $73 in pension
assets to a health care benefit account for the reimbursement
of retiree health care benefits paid by SBe. No additional pen­
sion assets were transferred to the health care benefit account
in 1997.

SUPPWrimlcU Rt:li?"enunz J'!c.n.~ - SBC also provides senior
and middfe management employees with nonqualifled,
unfunded supplemental retirement and savings plans. These
plans include supplemental defined pension benefits as well as
compensation deferral plans, some of which include a corre­
sponding match by SBC based on a pert:entage of the compen­
sation deferral. Expenses related to these plans were $89, $88
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and $91 in 1997, 1996 and 1995. Liabilities of $892 and $758
related to these plans have been included in other noncurrent
Iiabif"rties in SBC's Consolidated Balance Sheets at December
31, 1997 and 1996.

Postretirtmttnt &1l¢'W - SBC provides certain medica~ dental
and life insurance benefits to substantially all retired employees
under various plans and accrues aduarially detennined postre­
tirement benefit costs as &dive employees earn these benefits.
Employees retiring after certain dates will pay a share of the
costs of medical coverap that exceed a defined dollar medical
cap. Such future cost sharing provisions have been reflected in
determinina SBCs postretirement benefit costs.

Postretirement benefit cost is composed of the following:
lt97 1996 1995

Service cost:beMfits eamecl
durinl the period $102 $101 $99

IntJeNst cOlt on accumulated
pottRtiltllllflt benefit
ObIption (APBO) 410 475 496

Actual Altum on assets ('11) (375) (452)
OtheHtet 3,. 208 318
Postn:tinlment benefit cost $Hl $409 $461

SBC maintains Voluntary Employee Beneficiary Association
(VElA) busts to fund postretirement benefits. During 1997
and 1996, SBC contributed $415 and $320 into the VEBA
trusts to be ultimately used for the payment of postretirement
benefits. Assets consist principally of stocks and U.S. govern­
ment and corporate bonds.

The following table sets forth the plans' funded status and
the amount included in SBC's Consolidated Balance Sheets at
December 31 :

1.7 1996
Retirees $4,470 $4,Q47
Fully elilible active plan participants 773 706
Other ac:ti¥e plan participants 1,'32 1,819
Total APBO 7,175 6,572
Less: fair value ofplan assets 3.533 2,697
APBO in e'IlCeSS of plan assets -3,642 3,875
lJnrecopized prior service cost 24 (31)
UnMOfJ'ized net gain 1.105 1,119
A«rued postretftment benefit obligation $4.771 $4,963

In December 1995, one of the life insurance benefit plans
was merged with one of the medical plans. The fair value of
plan assets restrided to the payment of life insurance benefits
only was $887 and $746 at December 31, 1997 and 1996. At
December 31, 1997 and 1996, the accrued life insurance bene­
fits included in the accrued postretirement benefit obligation
were $74 and $57.

The assumed medical cost trend rate in 1998 is 7.5~,

decreasing pdually to 5.S~ in 2002, prior to adjustment for
cost-sharina provisions of the plan for adive and certain
recently retired employees. The assumed dental cost trend rate
in 1998 is 6%, reducing to 5~ in 2002. Raising the annual
me8k:at--aMJ.denbfmst,~ .....a, OM< plIfOAtap point
increases the APBO as of December 31, 1997 by $458 and
increases the aggregate service and interest cost components
of the net periodic postretirement benefit cost for 1997 by



SBC shares held by the ESOPs are summarized as follows at
December 31 :

approximately $45. Sisnificant assumptions for the discount
rate, Ionc-term rate of return on plan assets and composite rate
of compensation increase used in developing the APBO and
related postretirement benefit costs were the same as those
used in developing the pension information.

1997 1996 1995

Benefit ecpense-net of dividends
$46 $ 65 $ 66and inanest income

Intemt expense-net of dividends
18 26and interest income 37

Total e:pense: S64 $ 91 $103

Company contnbutions for ESOPs S98 $108 S 89

Dividends and interest income
for debt service: $58 $62 S 72

NOTE 13. Other Employee Benefrts

Empl&yee Sto.~k OUiI~e1'3hip /JltlTU - SBC maintains contribu­
tory uvings plans which cover substantially aU employees.
Under the savings plans. SBC matches a stated percentage of
eligible employee contributions, subject to a specified ceirmg.

SBC has three leveraged Employee Stock Ownership Plans
(ESOPs) as part of the existing uvings plans. Two of the ESOPs
were funded with notes issued by the savings plans to various
lenders. the proceeds of which were used to purchase shares of
SBC's common stock in the open market. These notes are
unconditionally guaranteed by SBC and therefore presented as
a reduction to shareowners' equity and an increase in long-term
debt. They will be repaid with SBC contributions to the savings
plans, dividends paid on SBC shares and interest earned on
funds held by the ESOPs.

The third ESOP purchased PAC treasury shares in exchange
for a promissory note from the plan to PAC. Since PAC is the
lender, this note is not reflected as a liabilitY and the remaining
cost of unalfocated trust shares is carried as a reduction of
shareowners' equitY. Principal and interest on the note are paid
from employer contributions and dividends received by the
trust. All PAC shares were exchanged for SBC shares effective
with the merger April 1, 1997. The provisions of this ESOP were
unaffected by this exchange.

SBC's match of employee contributions to the uvings plans
is fulfilled with shares of stock allocated from the ESOPs and
with purchases of SBC's stock in the open marlcet. Shares held
by the ESOPs are released for allocation to the accounts of
employees as employer matching contributions are earned.
Benefit cost is based on a combination of the contributions to
the uvings plans and the cost of shares allocated to participat­
ing employees' accounts. Both benefit cost and interest
expense on the notes are reduced by dividends on SBC's shares
held by the ESOPs and interest earned on the ESOPs' funds.

Information related to the ESOPs and the savings plans is
summarized below:

NOTE 14. Stock-8111ed Compensation

Under various SBC plans, senior and other managem.nt
employees and non-employee directors hiNe received stock
options, SARs, performance shares and norwested stock units
to purchase shares ofSBC common stock. Options issued
throuch December 31, 1997 carry exercise prices equal to the
market price of the stock at the date ofgrant and have maxi­
mum terms ranging from five to ten years. Depending upon the
grant, vesting of options may occur up to four years from the
date of grant. Performance shares are granted to key employees
in the form of common stock and/or in cash based upon the
price of common stock at date of grant and are awarded at the
end of a two or three year period, subject to the achievement
of certain performance goals. Nonvested stock units are also
valued at market price of the stock at date of grant and vest
over a three-year period. Up to 156 million shares may be
issued under these plans.

In 1996 SBC elected to continue measuring compensation
cost for these plans using the intrinsic value-based method
of accounting prescribed in Statement of Financial Accounting
Standards No. 123, -Accounting for Stock-Based
Compensation- (FAS 123). Accordingly, no compensation cost
for SBC's stock option plans has been recognized. The compen­
sation cost that has been charged against income for SBC's
other stock-based compensation plans, primarily SARs and non­
vested stock units, totaled $43, $22 and $24 for 1997, 1996
and 1995. Had compensation cost for stock option plans been
recosnized using the faiF-value based method of accounting at
the date of grant for awards in 1997, 1996 and 1995 as defined
by FAS 123, SBC's net income (loss) would have been S1,400,
$3,250 and $(3,074) and basic net income (loss) per share
would have been $0.77, $1.77 and $(1.67).

Options and SARs held by the continuing employees of
PAC at the time of the AirTouch Communications Inc. spin-off
were supplemented with an equal number of options and SARs
for common shares of spun-off operations. The exercise prices
for outstanding options and SARs held by continuing employ­
ees of PAC were adjusted downward to reflect the value of the
supplemental spun-off operations' options and SARs. The bal­
ance sheet reflects a related liability equal to the difference
between the current market price of spun-off operations
stock and the exercise prices of the supplemental options
outstanding (see Note 10). As of December 31, 1997,
831,139 supplemental spun-off operations options and SARs
were outstanding with expiration dates ranging from 1998 to
2003. Outstanding options and SARs that were held by
employees of the wireless operations at the spin-off date were
replaced by options and SARs for common shares of spun-off
operations. The spun-off operations assumed liability for
these replacement options and SARs.

For purposes of these pro forma disclosures, the estimated
fair value of the options granted after 1994 is amortized to
expense'over the-options!' vesting' period. fk(:auselMSt

employee options vest over a two- to three-year period,
these disclosures will not be indicative of future pro forma
amounts until the FAS 123 rules are applied to all outstanding

1996
31,005,792

355,188
31,119,148
62,480,128

1997

59.055,454

15,621,250
282,388

43,151,816
Total

Unallocated
Committed to be: allocated
Allocated to participants
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (c.ontinued)
Dollars in miUions except per share a_unts

Information related to options and SARs outstanding at
December 31, 1997:

NOTE 15. S~~'Equ~

C!J11tlrwn. Slock 8"m -On January 30, 1998, the Board of
Directors ofSBC (Board) declared a two-for-one stock sprat,
effected in the form of a stock dividend, on the shares ofSBC's
common stock. Each shareholder of record on February 20,

non-vested awards. The fair value for these options was esti­
mated at the date of grant, using a 8lack-Scholes option pricing
model with the following weighted-average assumptions used
for pints in 1997, 1996 and 1995: risk-free interest rate of
6.57f.. 6.26," and 6.34'-: dividend yield of 2.99'". 4.92"
and 3.61'-: expected volatility fador of 15'J,. 18," and 18'-;
and ecpected option life of 5.8, 4.7 and 4.6 years.

Information related to options and SARs is summarized
~ and has been restated to reflect the two-for-one stock
split declared January 30, 1998:

NOT E ". Ac:quisitior1s and DispcHitions

In May 1997, a consortium made up of SSC and Telekom
Malaysia 8erhad, 60," owned by SBe, completed the purchase
of 30'1 ofTelkom SA Umited (Telkom), the state.owned
teJecommunications company of South Africa. S8C invested
$760, approximately $600 of which will remain in Tellcom.

In October 1995, SSC combined its United Kingdom cable
television operations with those of TeleWest Communications,
P.Le., a publicly held joint venture between Telecommunications,
Inc. and U S WEST. Inc. The resulting entity, TeleWest P.Le.
(TeleWest), is the largest cable television operator in the United
Kingdom. S8C owns approximately 15'" of the new entity and
accounts for its investment using the cost method of account·
ing. Restrictions expiring over the next three years exist on the
sale of S8Cs interest in TeleWest. SBC recorded an after-tax
gain of $111 associated with the combination.

During 1995, SBC purchased at audion PCS licenses in
Los Angeles-San Diego, Califomia; San Francisco-Oakland­
San Jose, Califomia; Memphis, Tennessee; Little Rock, Arkansas;
and Tulsa, Oklahoma for approximately $769. During 1996,
SSC received several AT&T cellular networks in Arkansas in
exchange for S8C's PCS licenses in Memphis and Little Rock
and other consideration.

These acquisitions were primarily accounted for under the
purchase method of accounting. The purchase prices in excess
of the underlying fair value of identifiable net assets acquired
are being amortized over periods not to ecceed 40 years.
Results of operations of the properties acquired have been
included in the consolidated financial statements from their
respective dates of acquisition.

1998 will receive an additional share of common stock for each
share of common stock then held. The stock wiD be issued
March 19, 1998. S8C will retain the current par value of $1.00
per share for all shares of common stock.

Shar(~Qlont1'6' lliirhls Plan - The Shareowners' RiBhts Plan
(Plan) becomes operative in certain events irwolving the acqui­
sition of 20," or more of S8C's common stock by any person
or IJ'OUP in a transaction not approYed by the Boan:l, or the
desipation by the Board of a person or group owning more
than 10'1 of the outstanding stock as an adverse person, as
provided in the Plan. Upon the occurrence of these events,
each right, unless redeemed by the 80ard, generally entitles the
holder (other than the holder trigering the right) to purchase
an amount of common stock of S8C (or, in certain circum­
stances, of the potential acquiror) having a value equal to two
times the...-cise price of S160. The rights expire in January
1999. After pine effect to stock splits in january 1998 and
May 1993, effected in the form of a stock dividend. each share
ofcommon stock represents one-quarter of a right

The rights have certain antitalc.eover effects. The rights will
cause substantial dilution to a person or group that attempts to
acquire S8C on terms not approved by the Board.

The riPts should not interfere with any merger or other
business combination approved by the 80ard since the rights
may be redeemed.

21.68
27.58
20.52
25.49

20.89
22.98
18.73
21.56

$22.50
-29.19

$ 26.13
S24.14

519.52
23.49
16.90
2136

Weiahted
Averap
Exercise

Price

$20.00
-22.49

54.841.100
24.643,276
(3,767.420)
(1,518,552)

84P1.141

43.988,164
16.735,644
(4,373,340)
(1,509.368)

74.198,404
32,034,238

(17.118,968)
(4,.4<11,532)

Number of options and SARs:
Outstanding 67.560 9.877,430 18,978,694 55,748,458
Exercisable 67,560 9,877,430 18,944.252 11,913.150

Weichted Mt'age exercise price:
Outstanding S 12.08 $ 17.50 S 20.92
Exercisable $ 12.08 S17.50 $ 20.92

Wei&hted average
retUining
contnlduallfe 0.8 year 5.9 years 6.2 years 7.5 years

The weighted-average grant-date fair value of each option
granted during 1997, 1996 and 1995 was $5.65. $3.45 and
$4.16.

S12.00 S12.50
EMttise Price Range -12.49 -19.99

~at DeciaInIaer 31, 1'97
(40. 91....a",hleat........ .
of Slf.01) .... pnce

Outstandinl at December 31. 1996
(35.522,826 e.n:isable
at weiI:hted average price
ors2~.13)

Granted
Ew'dsed
ForieiiedI£xpired

Outst.din& at December 31. 1995
(25,524,118 elMisabie
at WIIi&h'Id average price
of $19.05)

Granted
Ew'dsed
IUfeitedIExpired

0UtStandiii, at January 1. 1995
Granted
~

forfeitedI£xpir!d
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NOTE 17. Additional finandallnformation

The above deYelopments did not hiM a significant impact on
consolidated lfisults of operations for 1997 or 1995. nor would
they had they occurred on January 1 of the respective periods.

No customer accounted for more than 10'J, of consorldated
revenues in 1997, 1996 or 1995.

Several subsidiaries of SBC have negotiated contracts with
the Communications Woricers of America (CWA). ApprOlCimately
67,. of SBC's employees are represented by the CWA.
Contracts cOYering an estimated 77,000 employees between
the CWA and several sse subsidiaries end in 1998. New
contracts are scheduled to be negotiated in 1998.

$2.741
893
611
479
279
194

1.387

1997 1996

$2.848
1.108

699
524
306
315

2,088

Accounts payable and acaued labilities
Accounts payable
Accruedwes
Advance billing and customer deposits
Compensated future absences
Accrued interest
Accrued payroll
Other

Total $7.888 $6,584

InteNst expense incumd
CapitIIized inflerest

Total inteMt expense

1'"51,Q67
(120)

$ 947

1996
$ 948

(136)

$ 812

1995
51.000

(43)

$ 957

Allowance for fwKIs used
durin& construction $ 48

1997 1996 1995
Cash paid during the year for:

Inteltit
Income taxes

$ 920
$ 410

$ 799
$1,283

$ 974
$1,220

Stock PriceP1

High Low Close

$29.125 $24.813 $26.250

30.938 24.625 30.938

31.125 26.781 30.719

38.063 30.000 36.625

NOT E 1a. Quarterfy Finandallnfonnation (Unaudited)

Basic
Earnings

Total (Loss) per
Calendar Operating Operating Net Income Common
~rter RevenuesC41 Income (Loss) (Loss) ShareP)

1'"
Arst(11 $ 5.973 $1.586 $ 857 $0.47

Secondll ) 5.921 (933) (787) (0.43)

Third(') 6.329 l,472 816 0.45
fourthCl) 6.633 1.045 588 0.32

AnntlaJCI) $24.856 $3.170 $1.474 $ 0.81

1996

Arst l21 $ 5,564 $1.458 $ 888 $0.48

Second 5.731 1.489 803 0.44

Third 5.948 1.532 867 0.47

Fourth 6.202 1.357 721 0.39

Annual(Z) $23.445 $5.836 $3,279 $ 1.78

$30.125

25.375

25.500

27.625

$24.875

23.125

23.000

23.500

$26.313

24.625

24.063

25.938

C1lNet ina!.- (loss) includes $90 flnt quar'er pension setllement pin for 1996 retirements (see No1l! 12), $ 1.6 bIIion second quarter charps reIIted tD post-Illelpr
initiatioMs (see No1l! 3), $43 and $360 of third and fourth quarter merpr intqration costs and OIstomer number portablIlty expenses and $33 fourth quarter gain
on sale of S8C's intlerests in Bel Communications Research, Inc.

CIlNet Inc_ and EaI'Rinp per Common Share reflect a OImuiative effect of accounting change of $90 or $0.05 per share from chanr;e in accounting for
direc1Dry opel'Itions.

CllRestatecltD reflect two-fOHJrll! stock spilt declared January 30. 1998. Stock prices have not been adjusted to reflect the Illl!rger with PAC.
I'IQuarterly infonnation has been restated to conform to the current presentation of promotional discounts.



REPORT OF INDEPENDENT AUDITORS

The Board of Directors and Shareowners
sac Communications Inc.

We have auaJted the accompanying consolidated balance
sheets of SBC Communications Inc. (the Company) as of
December 31, 1997 and 1996, and the related consolidated
statements of income. shareowners' equity, and cash flows for
each of the three years in the period ended December 31 ,
1997. These consolidated financial statements a~ the
~ponsibility of the Company's manapment. Our I1!Sponsibility
is to exprwss an opinion on these consofidated financial
statements based on our audits. We did not audit the 1996
and 1995 financial statements of Pacific Telesis Group, a
whoIIy-owned subsidiary, which statements reftect total assets
constituting 42" of the Company's related 1996 consolidated
financial statement total and which A!fIect total operating
revenues constituting approximately 41" and 42~ of the
Company's related consolida1led financial statement totals for
the years ended December 31, 1996 and 1995, rwspectively.
Those statements were audited by other auditors whose ~port.

which has been furnished to us, included an explanatory
parapph that describes the change in its method of
~ocnizinldirectory publishing nMnUeS and related expenses,
and the discontinuance of Statement of F'lI'lancial Accounting
Standards No. 71, -Accountina for the Effects of Certain Types
of Replation." Our opinion, insofar as it relates to the 1996
and 1995 data included for Pacific Telesis Group, is based
solely on the report of the other auditors.

We conducted our audits in accordance with generally
accepted auditing standards. Those standards requi~ that we
plan and perform the audit to obtain neasonable assurance
about whether the financial statements a~ fMe of material
misstatement. An audit includes eamininc. on a test basis,
eviclence supporting the amounts and cisclos~ in the financial
statements. An audit also includes assessing the accounting
principles used and significant estimates made by management,
as wetl as evaluating the CMlrall financial statement p~sentation.
We beIieYe that our audits and the report of other auditors
provide a neasonable basis for our opinion.

In our opinion, based on our audits and, for 1996 and
1995, the report of other aucfltDrs, the consolidated financial
statements ~fened to abCMI present fairly, in all material
~spects, the consolidated financial position of SBC
Communications Inc. at December 31, 1997 and 1996, and the
consolidated ~Its of its operations and its cash flows for each
of the three years in the period ended December 31, 1997, in
conformity with generally accepted accounting principles.

As discussed in Note 1 to the consolidated financial
statements, Pacific Bell, a subsidiaf)' of Pacific Telesis Group,
changed its method of ~ognizingdilKtory pubGshing nPNenUes
and related expenses effective January 1, 1996. As discussed in
Note 2 to the consolidated financial statements, SSC
Communications Inc. discontinued its application of Statement
of Financial Accounting Standards No. 71, "Accounting for the
Effects of Certain Types of Regulation" in 1995.

San Antonio, Texas
Febl\Jary 20, 1998
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REPORT OF MANACEMENT

The consorlClatad financial statements have been prepared in
conformity with generally accepted accounting principles. The
intecrity and objectivity of the data in these finandal
statements, including estima_s and judpnents relating to
mlUers not concluded by year end, are the responsibility of
manacement, as is all other information included in the Annual
Report. unless otherwise indicated.

The financial statements ofSBC Communications Inc.
(ssg hawe been audited by Ernst & Young LLP, independent
auditDrs. Manapment has made available to Ernst & Young LLP
aN of SICs financial ~ords and related data, as well as the
minutes of shareowners' and dilKtors' meetings. Furthermore,
ma....nt belitMs that an repnssentations made to Ernst &
Youna LlP during its audit were valid and appropriate.

Manapment has established and maintains a system of
internal accounting controls that provides ~asonable assurance
as to the integrity and rer.ability of the financial statements, the
plOfection of assets from unauthorized use or disposition and
the pnwention and detection of fraudulent financial reporting.
The concept of reasonable assurance recognizes that the costs
of an internal accounting controls sysiem should not exceed, in
management's judgment, the benefits to be derived.

Manapment also seeks to ensure the objectivity and
inteerity of its financial data by the careful seteetion of its
managers, by orpnizational arrangements that provide an
appropriate division of responsibitrl¥ and by communication
prosrams aimed at ensuring that its policies, standards and
manaprial authorities a~ understood throughout the
orpnization. Manapment continually monitors the system of
internal accounting controls for compliance. SBC maintains an
in1amal auditing program that independently assesses the
eR'ectWeness of the internal accounting controls and
recommends improvements thereto.

The Audit Committee of the Board of Di~rs,which
consists of eight dinactors who are not employees, meets
periocfally with mana8ement, the internal auditors and the
independent auditors to .....iew the manner in which they are
performing their responsibilities and to discuss auditing,
internal accounting controls and financial reporting matters.
Both the internal auditors and the independent auditors
periodically meet alone with the Audit Committee and have
access to the Audit Committee at any time.

:~£J~~«_.~.
<Ed~a~i whi~;~ :... ?'::?7'
Chairman of the Board and .
Chief Executive Officer

~~I;. ....-/
Donald E. Kiernan
Senior VICe President, Treasurer
and Chief Financial Officer





Map 1. 30 Markets Targeted for SHe's "National-Local" Strategy
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Map 3. Competitive Networks - Little Rock, AR
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Map 4. Competitive Networks - San Francisco, CA
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